Historically, small businesses in the United States have received a share of federal procurement dollars not quite commensurate with their relative importance in the U.S. economy. While 99.7 percent of all employer firms are small, they receive about 23 percent of direct federal procurement dollars and almost 40 percent of subcontracting dollars. While subcontracting has been a part of the federal procurement framework, it has not received the same focus and attention as the prime contracting program.
The purpose of the paper is fourfold. First, it discusses the importance of the small business sector to the overall economy. Second, it lays out the policy framework for the federal government's involvement in requiring "other than small" federal prime contractors to subcontract with small businesses. This policy discussion focuses on the period from 1958 to the present. Third, it examines the legislative and regulatory approaches that have been put forth to increase subcontracting opportunities for small businesses; and fourth, it discusses steps needed to improve the American small business subcontracting program to accommodate greater participation by these businesses in new and emerging global markets.
Major Recommendations
While procurement data are available in the United States, better data are needed to measure the true effectiveness of achieving procurement goals and policies. Current data cannot measure benefits from procurement. For instance, has discrimination been reduced or eliminated? Are local minority communities benefiting from government contract awards? A concerted effort must be made to produce a more comprehensive data set that will allow analysts to more fully examine procurement policy toward small business. Ideally, new regulatory policy should be introduced alongside data requirements specific to the policy's goals and objectives.
The global economy is rapidly creating a need in America for greater flexibility in its small business programs. Public Law 95-507 was enacted in 1978 and has changed very little. Section 211 of this law is not flexible enough to account for new practices in the procurement marketplace. For example, the policy still assumes that the prime contractor is doing all of the work, whereas the reality is quite different-hence the need for more flexible policies.
The traditional contract theory of "privity of contract" has a valid place in contract law to prevent interference in the business relationship between prime contractor and subcontractor. The federal government argues that because it is in contract with the prime contractor and not the subcontractor, it does not have "privity" to enforce a claim by the sub against the prime. While public policies aim to protect small entities, "privity of contract" prevents any intervention by the federal government in resolving disputes, for example, concerning prompt payment or nonpayment between sub-and prime contractors. A more consistent implementation of Congress' intent and a more focused enforcement of set principles would be ideal in helping small subcontractors bring claims against larger primes. In other settings, mechanisms should be in place for the resolution of such disputes.
The federal marketplace is no longer national; it is international. International trade agreements between the United States and other countries have facilitated this transformation. On one hand, small September 2006 No. 281
and small disadvantaged businesses are encouraged to participate in exporting goods and services, but on the other hand, the government continues to impose undue restrictions. This inconsistency harms small entities. For example, FAR Part 19.000(b) does not require prime contractors to submit subcontracting plans for federal contracts where the work is being performed outside of the United States, as previously established. Such policies are a disincentive to small business owners who are ready, willing, and able to compete in the international marketplace. Moreover, these policies may place American small businesses on an uneven footing vis-à-vis their foreign competitors. A model international small business subcontracting program should encourage the free flow of business.
Comment
This report was peer-reviewed consistent with the Office of Advocacy's data quality guidelines. More information on this process can be obtained by contacting the director of economic research at advocacy@sba.gov or (202) 205-6533.
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INTRODUCTION
The essence of the American economic system of private enterprise is free competition. Only through full and free competition can free markets, free entry into business, and opportunities for the expression and growth of personal initiative and individual judgment be assured. The preservation and expansion of such competition is basic not only to the economic well-being but to the security of this Nation. Such security and well-being cannot be realized unless the actual and potential capacity of small business is encouraged and developed. It is the declared policy of the Congress that the Government should aid, counsel, assist, and protect, insofar as is possible, the interests of small business concerns in order to preserve free competitive enterprise, to insure that a fair proportion of the total purchases and contracts or subcontracts for property and services for the Government…be placed with small business enterprises… (The Small Business Act of 1953) 2 Public Law 95-507 established the current small business prime and subcontracting programs to assist small businesses in obtaining procurement dollars from the U.S. The purpose of this paper is fourfold. First, we will discuss the importance of the small business sector to the overall economy. Second, we will lay out the policy framework for the federal government's involvement in requiring other than small prime federal contractors to subcontract with small business. This policy discussion will focus on the period from 1958 to the present. Third, we will examine the legislative and regulatory approaches that have been put forth to increase subcontracting opportunities for small business; and fourth, we will discuss steps to improve the American small business subcontracting program in order to accommodate greater participation by these businesses in new and emerging global markets. Of course such studies about the importance of small firms serve as complements to long-held perceptions about the small business owner in the American psyche.
Knowledge of entrepreneurs as job generators and innovators only reinforces this viewpoint, but even without such research, there would be advocates for maintaining a strong, vibrant small business sector. To many, the small business owner is synonymous with small town America and an alternative to large multinationals.
The importance of small business is not just an American phenomenon. The
Bologna Charter on SME Policies adopted on June 15, 2000, by more than 45 countries recognized the role played by small and medium-sized businesses by "recognizing the increasing importance of small and medium-sized enterprises (SMEs) in economic growth, job creation regional and local, and social cohesion" as part of its charter (OECD 2000) . A just-published government-wide review of the procurement system in Canada went even further. Among other things, it found that "for those circumstances in which the best option for Canadians is to seek large contracts that may pose a barrier to small and medium enterprises, the Commodity Council will determine the best ways to protect the interests of small and medium enterprises and ensure that they have access either through consortia or through a percentage of subcontracts" (Lastewka 2005 
is the policy of the United States that small business concerns and small business concerns that are socially and economically disadvantaged have the maximum practicable opportunity to participate in the performance of contracts let by an Federal agency, including contracts and subcontracts for subsystems, assemblies, components, and related services for major systems."
7 Moreover, Section 211 of this act states that "no contract shall be awarded to any offeror unless the procurement authority determines that the plan of the proposed prime contractor offers such maximum practicable opportunity." 6 This section places an affirmative duty on the contracting officer to ensure full compliance.
Public Law 95-507 did not just focus on small business. The law shifted the federal focus from just small business to small businesses owned by minorities that were socially and economically disadvantaged. Prior to Public Law 95-507 minority businesses for the purpose of the SBA 8(a) program were defined as socially or economically disadvantaged small businesses. A congressional report acknowledged that the reason for the change from "or" to "and" was to prevent the increasing number of "front" companies-companies posing as minority businesses but actually controlled by nonminorities. 7 Also, according to a former senior staffer on the House Small Business Committee, Thomas Trimboli, who wrote the draft language to Public Law 95-507, this change was a legislative drafting maneuver to nip the rising issues surrounding reverse discrimination by recognizing that there were small businesses that could meet the test of being socially and economically disadvantaged but not be minority-owned. 8 To meet the test of being economically disadvantaged, "the assets and net worth of the applicant [will] be evaluated along with other factors, on the basis of the applicant's business as compared to others in the same field who are not suffering from social impediments" representative (PCR), shall be provided an opportunity to review any solicitation that meets the statutory thresholds prior to release to the public.
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The PCR review encompasses all the required elements of the subcontracting plan, which can be found in Table 2 .
TABLE 2
Elements of Small Business Subcontracting Plans Element Description Goals
• Goals stated in both dollars ($) and percentages (percent). The contractor must state the total subcontracting dollars, and then state separately the total dollars that will be subcontracted to SB, SDB, WOSB, HUBZone SB, VOSB and SD/VOSB. The SB dollar amount must include all the small business subset amounts. The percentages must be expressed as percentages of the total subcontracting dollars. Goals for option years must be broken out separately.
• Total dollars planned to be subcontracted to each group; • A description of the types of supplies and services to be subcontracted to each group, including the supplies and services to be subcontracted to OTSB subcontractors; • A description of the method used to develop each of the goals;
• A description of the method used to identify potential sources;
• A statement as to whether or not indirect costs were included in the subcontracting goals.
Plan Administrator
The name of the administrator of the subcontracting plan and a description of his/her duties. Efforts to Ensure Equitable Opportunities A description of the efforts the company will make to ensure that SB, SDB, WOSB, VOSB, SD/VOSB, and HUBZone SB concerns will have an equitable opportunity to compete for subcontracts.
Flow-Down Requirements
Assurances that the large business will "flow down" the subcontracting requirements to its subcontractors unless the plan is a commercial subcontracting plan.
Assurances to Cooperate in Studies and Submit Reports
Assurances that the company will cooperate in any studies or surveys as may be required, and submit periodic reports in order to allow the government to determine the extent of compliance by the company with the subcontracting plan. Assurances that its subcontractors agree to submit required reports. Internal RecordKeeping A recitation of the types of records the company will maintain to demonstrate its compliance with the subcontracting plan. Source: U.S. Small Business Administration (1998) An OTSB prime contractor has several options in developing a small business subcontracting plan. One of these options is to have a plan that covers the entire contract period, including options, applicable to a specific contract. This is known as an individual subcontracting plan. A second option is a master subcontracting plan, which contains all the required elements of an individual plan, except goals. As the company receives government contracts requiring subcontracting plans, it develops goals specific for each plan. A master plan is in effect for three years; however, when incorporated into an individual plan, it applies to that contract throughout the life of the contract. In comparison, the commercial subcontracting plan, including goals, covers the contractor's fiscal year and relates to the company's production in general, for commercial and noncommercial products or services, rather than solely to the government contract. It applies to either the entire company or a portion of the company (such as a division or product line). This type of plan may be used by an OTSB that is selling a "commercial . 20 This Internet-based tool will streamline the process of reporting on subcontracting plans and provide agencies with access to analytical data on subcontracting performance. Specifically, the eSRS eliminates the need for paper submissions and processing of the SF 294s, individual subcontracting reports, and SF 295s, and summary subcontracting reports, and it replaces the paper with an easyto-use electronic process to collect the data. With the first generation of eSRS, contractors and their business associates will report data through their web browser of choice, visiting this site and logging on to report accomplishments using an easy data entry process.
Subcontracting program compliance reviews deal with all aspects of a firm's small business program. The comprehensive review evaluates the overall effectiveness of a firm's small business program. There are seven mandatory elements of this review, five of which are:
• Validation of the contractor's methodology for preparing reports of subcontracts awarded to all categories of SB and OTSB;
• Five-year trend analysis of the contractor's utilization of all categories of small businesses;
• Overall evaluation of the contractor's small business program;
• Sampling of contracts containing subcontracting goals to determine the actual achievements against the goals for small businesses in all categories;
• Purchase order analysis of awards made to OTSB to identify possible opportunities for small business, to make certain that small businesses are being solicited in every instance possible for purchases over $100.000 (SBA 1998).
REGULATORY CHANGES TO THE SUBCONTRACTING PROGRAM
In the United States, Congress and the President enact legislation to address a particular issue. Regulatory agencies draft these regulations according to rules and processes defined by the 1946 Administrative Procedure Act (APA). 21 To increase public awareness of the manner in which regulations were proposed and adopted, Congress passed additional acts (like the Regulatory Flexibility Act, RFA)
requiring publication of more detailed information in the Federal Register. 22 Regulatory agencies have been given the responsibility and the flexibility to carry out the more precise day-to-day details associated with the broad policy. The APA is the administrative process that guides how these procedures are conveyed to the public and to stakeholders, and the RFA safeguards the interests of small entities. In the mid 1970s,
Congress enacted a government-wide policy, requiring the uniformity of acquisition Congress recognized that while it could provide the broad policy framework for requiring federal agencies to maximize the use of small, socially and economically disadvantaged businesses, and while it could empower the OFPP to implement these policies as federal government-wide acquisition regulations, a void existed in the day-today management of these small business programs. SBA was given the regulatory responsibility to carry out the day-to-day small business policy directives of Congress.
Was this enough to ensure the full implementation of the small business congressional mandate?
In recognition of the need to provide greater oversight of the regulations of the Office of Management and Budget. 27 Under the executive order, the agency must include, in any explanation or discussion accompanying the final rule's publication in the Federal Register, the agency's response to the written comments submitted by Advocacy on the proposed rule, unless the agency certifies that the public interest is not served by doing so. The Office of Advocacy commends the Small Business Administration (SBA) for proposing specific responsibilities for large prime contractors to demonstrate good-faith efforts to ensure maximum practicable subcontracting opportunities for small businesses and to fulfill their subcontracting plans. Advocacy urges the SBA to amend proposed section 125.3(b) to exclude small business prime contractors, consistent with the current regulations and authorizing statute underlying the SBA's small business subcontracting assistance program. Small businesses have advised Advocacy that expressly including small business prime contractors under proposed section 125.3(b) will create confusion, will impose new responsibilities and paperwork burdens on small businesses receiving prime contracts, will place additional demands on the shrinking pool of contracting officers, and may have the unintended consequence of penalizing small businesses fortunate enough to receive prime contracts.
The proposed rule amends the regulations that implement the statutorily mandated subcontracting assistance program which is intended to provide maximum practicable subcontracting opportunities for small business concerns. 29 The current regulations state that the "purpose of the subcontracting assistance program is to achieve maximum utilization of small business by major prime contractors." 30 This language has been consistent in the Code of Federal Regulations since at least 1998. In its proposed rule, the SBA is proposing changes to section 125.3 that not only clarify the responsibilities of prime contractors to achieve maximum practicable subcontracting opportunities for small businesses, but for the first time impose those responsibilities on small business prime contractors (Office of Advocacy 2003).
As mentioned earlier, the Office of Advocacy works with OIRA and the federal agencies to reduce the regulatory burdens of small businesses. A summary of such activities can be found in Advocacy's annual reports on RFA compliance. In The Federal Acquisition Streamlining Act. FASA significantly simplifies and streamlines the federal procurement process. Section 7106 of FASA revised Sections 8 and 15 of the Small Business Act to establish a government-wide goal of 5 percent participation by women-owned small businesses, in both prime and subcontracts. Women-owned small businesses are to be given equal standing with small and small disadvantaged business in subcontracting plans. In practical terms, this means that all subcontracting plans after October 1, 1995, must contain goals for women-owned small businesses and that all FAR references to small and small disadvantaged business have been changed to small, small disadvantaged, and women-owned small business. 
